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A General Equilibrium Model with
Informal Financial Markets

The analytical model presented in the previous chapter was useful
for understanding some basic implications of informal financial
markets for the transmission mechanism of macroeconomic policy
in developing countries. The model, however, to be tractable,
required severe simplifying assumptions - most importantly, leak-
ages between official and unofficial markets (a key aspect of
these markets emphasized in chapter 1) had to be ignored. In
this chapter, following Agénor, Haque and Montiel (1992), a more
detailed analysis is provided, and a more complete, macroecono-
mic framework is developed. Because of its complexity, however,
the expanded model cannot be solved analytically. We therefore
resort to a numerical procedure. The structure of the model and the
parameter estimates used in the simulations are described in this
chapter, while the simulations themselves are reported in chapter 5.

We again consider a small, open economy in which there are fourﬂ
types of agents: the private sector (households and producers), the
government, the central bank, and the commercial banks. The
exchange rate system continues to be described by an official
market which coexists with an illegal (or quasi-illegal) parallel
market for foreign exchange. Commercial transactions of the
private sector, however, are now settled only partly in the official
market, at the fixed exchange rate s. The rest of the commercial
transactions and all capital transactions are settled in the parallel
market at the free exchange rate b, which is determined by market
forces. The central bank determines the total amount of foreign
currency sales in the official market, using a rationing rule based
on the composition of private consumption imports, after

i

A General Equilibrium Model 119

provision has been made for imports of intermediate goods and
government imports.

The economy is now assumed to produce two goods: a home
good, @, which is used only for final domestic consumption,
and an export good, Q,, for the sole purpose of exports. The
capital stock in each sector remains fixed over the time frame of
the analysis, and labor is perfectly mobile across sectors. As in
the previous chapter, a consumer good is imported which is not
produced at home and is an imperfect substitute for the home
good. Due to the existence of tariffs, foreign exchange controls,
and a positive premium between the official and parallel exchange
rates, exports are in part smuggled out, and consumer imports
are in part smuggled in. Producers also import an intermediate
input which is not produced domestically. The central bank
provides unlimited access to foreign exchange through the official _
market to producers for the purchase of imported intermediate
inputs.! - o '

The financial system remains as before - i.e., it is characterized
by the absence of organized markets for securities and equities,
by exchange controls, and by legal ceilings on bank borrowing
and lending rates, a situation which leads to the emergence of a
parallel market for foreign exchange and an informal - or “curb” -
loan market. However, we now allow households to hold four
categories of assets: domestic currency notes, deposits with the
banking system, foreign currency-denominated assets, and loans
extended through the informal credit market.? Domestic currency
notes bear no interest, and are held only for transaction purposes.
Interest rates charged by commercial banks on their loans are
controlled by the monetary authority. As a result, interest rates
on bank deposits are also given under the zero-profit condition.
The rate of return on foreign currency-denominated assets depends
on the world interest rate and exchange rate expectations. Holdings
of all assets are financed from agents’ net worth or by borrowing
through the banking system or through the informal loan market.’

Bank credit and curb market loans continue to be taken as
perfect substitutes in the private sector’s portfolio. While interest
rates on assets and liabilities of the banking system are fixed by
applicable legal norms, the interest rate on curb market loans,
as well as the price of foreign exchange in the parallel market,
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